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CGeneral Information Letter: Portfolio interest income of a foreign
corporation exenpted from federal incone taxation under IRC 8 881 is
not subject to add-back under II1TA Section 201(b)(a)(A). Activities
of an independent contractor on behalf of a financial organization do
not constitute managenent of securities by financial organization for
pur poses of |ITA Section 304(c)(1)(A).

May 5, 1999
Dear :

This is in response to your letter received Decenber 21, 1998 in which you
request a GCeneral Information Letter. Departnent of Revenue (“Departnent”)
regulations require that the Department issue only two types of letter rulings,
Private Letter Rulings (“PLRs”) and Ceneral Information Letters (“GLs”). PLRs
are issued by the Departnment in response to specific taxpayer inquiries
concerning the application of a tax statute or rule to a particular fact
situation. A PLR is binding on the Departnent, but only as to the taxpayer who
is the subject of the request for ruling and only to the extent the facts recited
in the PLR are correct and conplete. QGLs do not constitute statenents of agency
policy that apply, interpret or prescribe the tax |aws and are not binding on the
Departnent. For your general information we have enclosed a copy of 2 Ill. Adm
Code Part 1200 regarding rulings and other information issued by the Departnent.

In your letter you stated:

Pursuant to Illinois Admnistrative Code §1200.120, we hereby request
a Ceneral Information Letter from the Illinois Departnment of Revenue (the
“Departnment”) regarding the Illinois incone tax issues described bel ow
BACKGROUND:

W represent nunerous corporations fornmed under the |laws of various
foreign countries (referred to herein as the “Foreign Corporation”). The
Foreign Corporation may have U. S. and foreign sharehol ders. The Foreign

Corporation’s only activity consists of investing and trading in securities
or commodities, futures contracts, currencies and interest rate swaps for
its own account. The Foreign Corporation does not have any facilities or
enployees in Illinois. The Foreign Corporation would like to enter into an
agreenent (the “Agreenent”) wth an unrelated Illinois corporation (the
“Independent Contractor”) for the nanagenent and administration of the
Foreign Corporation in Illinois. The I ndependent Contractor would nanage
all investnent activities of the Foreign Corporation. The | ndependent
Contractor would also assune all admnistrative functions of the Foreign
Corporation, including maintaining the Foreign Corporation’s books and
records, paying service providers, calculating the Foreign Corporation’s net
asset val ues, processing the purchase and redenption of shares and sending
reports to sharehol ders.

The Foreign Corporation is treated as a “corporation” for federal
i ncones tax purposes. The only income of the Foreign Corporation is capital
gain inconme fromthe trading of securities as described above, and interest
incone from obligations described in 8881(c) (referred to as “portfolio
interest”) of the Internal Revenue Code of 1986, as anended (the “Code”).
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The Foreign Corporation has not been liable for federal incomes tax in prior
years and will not becone liable for federal inconme tax as a result of the
execution of the Agreenent, for the reasons described bel ow

Under the Code, a foreign corporation engaged in a “trade or business
within the United States” is taxable at regular corporate incone tax rates
on its taxable income which is effectively connected with the conduct of a
trade or business within the United States. In determ ning taxable incone
subject to regular corporation incone tax rates, gross inconme includes only
gross inconme which is effectively connected with the conduct of a trade or
business within the United States. Under 8864(b) of the Code, certain
foreign corporations that trade in stocks or securities, or comodities, for
their own account are not considered to be engaged in a “trade or business
within the United States.”

For taxable years beginning prior to January 1, 1998, a foreign
corporation whose principal business is the trading of stock or securities
for its own account, whether through its enployees or through a United
States broker or a simlar agent, was not considered engaged in a trade or
business within the United States so long as the principal office of the
corporation was outside the United States and the corporation was not a
dealer in stocks or securities. The regul ations underlying this statutory
requirement set forth in list of ten business functions (commonly referred
to as the “ten commandnents”) that, if a substantial portion are perforned
outside the United States, would assure a foreign corporation that its
principal office was not in the United States. Effective for taxable years
begi nning after Decenber 31, 1997, in the case of foreign corporations that
trade in stock or securities for their own account, the Taxpayer Relief Act
of 1997 repealed the requirenment that such foreign corporation’s principal
office be outside the United States to neet the exception from
characterization as a “trade or Dbusiness wth the United States.”
Consequently, for taxable years beginning after Decenber 31, 1997, foreign
corporations that trade in stocks or securities for their own account no
| onger need to conply with the ten conmandnments and may have their principal
office in the United States w thout being considered as engaged in a United
States trade or business.

However, foreign corporations that are not engaged in a “trade or

business within the United States” will still be subject to federal incone
tax at a rate of 30 percent if they have fixed or determnable annual or
periodic income from sources wthin the United States. Such incone

general ly excludes portfolio interest and capital gains.

Accordingly, for federal incones tax purposes, the Foreign Corporation
would be able to enter into the Agreenment with the |ndependent Contractor

for the managenent and administration of the Foreign Corporation in Illinois
wi thout causing the Foreign Corporation to be engaged in a “trade or
business within the United States.” Additionally, because all inconme of the

Foreign Corporation is portfolio interest and capital gains, the Foreign
Corporation would not be subject to the 30 percent federal inconme tax on
fixed or determ nable annual or periodic incone, resulting in no federal
inconme tax liability for the Foreign Corporation.
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| SSUES
1. Whet her the portfolio interest incone of the Foreign Corporation would
be an addition nodification to federal taxabl e inconme under
8§203(b)(2)(A) of the Illinois Income Tax Act (the “II1TA")?
2. Whet her the Foreign Corporation wuld be classified as a “financial

organi zation” within the meani ng of 81501(a)(8) of the II1TA?

3. Whet her execution of the Agreement between the Foreign Corporation and
the Independent Contractor for the performance by the |ndependent
Contractor of the services described above would cause incone of the
Forei gn Corporation to be apportioned to Illinois under the one-factor
apportionnment formnula applicable to financial organizations?

4. Whet her execution of the Agreement between the Foreign Corporation and
the |Independent Contractor for the performance by the |ndependent
Contractor of the services described above would cause incone of the
Foreign Corporation to be apportioned to Illinois under the three-
factor apportionnment fornula applicable to corporations?

ANALYSI S
| SSUE 1.

Illinois income tax |aw follows federal incone tax |aw for purposes of
determning the classification of an entity. Any entity treated as a
corporation for federal income tax purposes will be treated as a corporation
for Illinois incone tax purposes. Under the IITA, corporations (including
domestic out-of-state and non-donmestic corporations wth net incone
allocable to Illinois) are subject to Illinois corporate income tax of 4.8
percent and Illinois personal property tax replacenent incone tax of 2.5

percent on their net inconme for a taxable year.

Il1linois has adopted federal incone tax law as the starting point for

computing Illinois net incone. A corporation’s Illinois net income for a
taxable year is the portion of its base income for such year which is
allocable to Illinois. A corporation’s base incone is determ ned by

reference to its taxable incone for federal inconme tax purposes under the
Code, subject to certain addition and subtraction nodifications.

Section 203(b)(2)(A) of the IITA provides that, in conputing a
corporation’s Illinois base incone, the corporation nust add to its federa
taxable income “[a]ln amobunt equal to all anmounts paid or accrued to the
taxpayer as interest and all distributions received from regulated
i nvestnent conpanies during the taxable year to the extent excluded from
gross inconme in the conputation of taxable incone.” As di scussed above
portfolio interest inconme is excluded fromthe Foreign Corporation' s federa
taxabl e i ncome. It is not clear from the statutory |anguage whether
portfolio interest inconme was intended by the Illinois Legislature to be
added back to a corporation’s federal taxable inconme in conmputing Illinois
base i ncone.
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The Departnment has issued rulings requiring the add-back of interest
on state and |ocal obligations that are exenpt from federal incone taxation
under 8103 of the Code and interest on l|loans made to enployee stock
owner shi p plans under fornmer 8133 of the Code. However, there do not appear
to be any Illinios rulings or other guidance on the treatnment of portfolio
interest income which is exenpt from federal inconme tax under 8881(c) of the
Code.

We believe that the Illinois Legislature did not intend that portfolio
interest incone be added back to a corporation's federal taxable inconme in
computing Illinois base income. As a policy matter, it would seemill ogica
for Illinois to subject to taxation a particular category of incone of a
foreign corporation which is specifically exenpt fromincone taxation by the
federal governnent. Congress enacted the portfolio interest incone
exenption to stinulate investnment by foreign persons in the United States.
State taxation of portfolio interest incone would be inconsistent with the
intent of the federal governnent.

| SSUE 2.

Even if the Departnment rules that portfolio interest incone is
required to be added back to federal taxable income in conputing Illinois
base incone, portfolio interest incone will only be subject to Illinois
incone taxation if such income is subject to apportionment to Illinois.
Most corporations are subject to the three-factor apportionnment fornmula,
although the I11TA provides special apportionment fornulas for financial
organi zations and certain other industries. Consequently, it is necessary

to determ ne whether the Foreign Corporation would be characterized as a
“financial organization” subject to a special one-factor apportionnment
formula or otherwi se subject to the three-factor apportionment formula.
Section 1501(a)(8) of the Il TA defines a “financial organization” to include
“any bank, bank holding conpany, trust conpany, savings bank, industrial
bank, land bank, safe deposit conpany, private banker, savings and | oan
associ ation, building and | oan association, credit union, currency exchange,
cooperative bank, small |oan conpany, sales finance conpany, investnent
company, or any person which is owned by a bank or bank hol ding conpany.”
It is not clear under existing | aw whether the Foreign Corporation would be
classified as an “investnent conpany” and, consequently, fall wthin the
definition of a financial organization.

However, the Departnent recently issued proposed regulations that
woul d clarify what specific types of entities are classified as “investnent
conpani es.” Under Pr oposed 86 [11inois Adm nistrative Code
8100. 9710(d) (11), the term “investnment conmpany” neans an entity which cones
within the neaning of 15 U S C  880a-3(a) or 815 ILCS 5/7, and is
predom nantly engaged in the business of investing, reinvesting and trading

in securities. 15 U.S.C. 880a-3(a) defines an investnment conpany as an
entity engaged in the business of investing, reinvesting and trading in
securities. Section 100.9710(d)(11)(A) states that the characteristic

services of an investnent conpany are the raising of capital frominvestors
in order to purchase capital securities or other entities and gross incomne
from such services includes interest, dividends and gains from sales of
securities. Additionally, 8100.9710(d)(11)(B) provides that in order to be
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characterized as an investnent conpany under the IITA an entity doing
business in Illinois nust register its shares under 815 ILCS 5/7 and an

entity doing business in the United States mnust be registered as an
i nvestment conpany with the Securities and Exchange Comm ssion. Any ot her
entity nmust be subject to the equivalent authority (if any) in its state or
country of formation or conmmercial domicile.

Under the proposed regulations, if the Foreign Corporation conplied
with the registration requirenments of 8§100.9710(d)(11), the Foreign
Corporation would be classified as a financial organization for Illinois
incone tax purposes. Alternatively, it appears that the Foreign Corporation
could choose not to conply wth the registration requirenments and,
consequently, not be classified as a financial organization.

| SSUE 3.

Under 8304(c) of the IITA business income of a financial organization
is apportioned to Illinois by nmultiplying such income by a fraction, the
numerati on of which is its business incone fromsources within Illinois, and
the denom nator of which is its business incone fromall sources. Business
incone of a financial organization from sources within Illinois is the sum
of the following: (i) fees, conm ssions or other conpensation for financial
services rendered within Illinois; (ii) gross profits from trading in
stocks, bonds or other securities managed with Illinois; (iii) dividends,
and interest from Illinois custoners, which are received within Illinois;

(iv) interest charged to customers at places of business maintained within
Illinois for carrying debit bal ances of margin accounts, w thout deduction
of any costs incurred in carrying such accounts; and (v) any other gross
incone resulting from the operation as a financial organization wthin
Il'linois.

It is not clear whether the Agreenent between the Foreign Corporation
and the Independent Contractor for the performance by the |ndependent
Contractor of the services described above would cause any base inconme of
the Foreign Corporation to be apportioned to Illinois. Al though 8304(c)(1)
includes in Illinois source incone “[g]ross profits fromtrading in stocks,
bonds or other securities managed within this State,” we do not believe that
managenent in Illinois solely through an independent contractor relationship
should be taken into account. As discussed below, for purposes of the
three-factor apportionment formula in Illinois, it appears that independent
contractor relationships are not taken into account in apportioning incomne
to Illinois. Accordi ngly, because the arrangenent between the Foreign
Corporation and the I|ndependent Contractor created by the Agreement is an
i ndependent contractor rel ationship, the Agreenent should not be taken into
account in apportioning income to Illinois. 1t would seeminconsistent that
a corporation that is not engaged in a United States trade or business for
federal income tax purposes woul d neverthel ess have business inconme that is
apportioned to Illinois.

| SSUE 4.
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For taxable years ending on or before Decenber 30, 1998, under the
three-factor apportionnent nethod, a corporation’s business inconme is
apportioned to Illinois by multiplying the income by a fraction, the
nunerator of which is the sum of the property factor (if any), the payrol
factor (if any) and the double-weighted sales factor (if any) and the
denom nator of which is four (4) reduced by the nunber of factors other than
the sales factor which have a denom nator of zero (0) and by an additional
two (2) if the sales factor has a denom nator of zero (0). For taxable
years ending on or after Decenber 31, 1998 and before Decenber 31, 1999, the
apportionment factor is equal to 16 2/3 percent of the property factor, plus
16 2/3 percent of the payroll factor, plus 66 2/3 percent of the sales
factor. For taxable years ending on or after Decenber 31, 1999 and before
Decenber 31, 2000, the apportionnment factor is equal to 8 1/3 percent of the
property factor, plus 8 1/3 percent of the payroll factor, plus 83 1/3
percent of the sales factor. For taxable years ending on or after Decenber
31, 2000, the apportionment factor is equal to the sales factor.

Sal es Factor. The sales factor is a fraction, the nunerator of which is the
total sales of the corporation in Illinois during the taxable year, and the
denom nator of which is the total sales of the corporation everywhere during
the taxable year. The sales factor includes gross receipts fromintangible
personal property. Sales of intangible personal property are in Illinois if
(i) the income-producing activity is perforned in Illinois or (ii) the
i nconme-producing activity is performed both within and without Illinois and
a great proportion of the inconme producing activity is performed within
Illinois than without Illinois, based on perfornmance costs. 86 Illinois
Adm ni strative Code §8100.3370(c)(3)(A) provides that the term “incone-
producing activity” applies to each separate item of incone and neans the
transactions and activity directly engaged in by the corporation in the
regul ar course of its trade or business for the purpose of obtaining gains
or profit. Section 100.3370(c)(3)(A) specifically states that “[s]uch
activity does not include transactions and activities performed on behal f of
a person, such as those conducted on its behalf by an independent

contractor.” Consequently, the activities of the Independent Contractor
pursuant to the Agreemmt would not be considered “income-producing
activities” and would not be taken into account in determning the sales
factor.

Payrol|l Factor. The payroll factor is a fraction, the nunmerator of which is
the total amount paid in Illinois during the taxable year by the corporation
for compensation, and the denom nator of which is the total conpensation
pai d everywhere during the taxable year. Section 1501(a)(3) of the IITA
defines the term “conpensation” as “wages, salaries, conmm ssions and any
other form of renuneration paid to enployees for personal services.” 86
I1linois Admnistrative Code 8§100.3100(b) defines the term “enployee” to
include “every individual performng services if the relationship between
him and the person for whom he perforns such services is the |egal
rel ati onship of enployer and enployee.” Additionally, under §100.3100(b),
if the enployer-enployee relationship does not exist, renuneration for
services perforned does not constitute “conpensation.”

As indicated above, the payroll factor does not include fees paid to
i ndependent contractors. Accordingly, fees paid by the Foreign Corporation
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to the Independent Contractor pursuant to the Agreenment would not be taken
into account in determning the payroll factor.

Property Factor. The property factor is a fraction, the nunmerator of which
is the average value of the corporation’s real and tangible personal
property owned or rented and used in the trade or business in Illinois
during the taxable year, and the denom nator of which is the average val ue
of all the corporation’s real and tangi ble personal property owned or rented
and used in the trade or business during the taxable year. There does not
appear to be any guidance regarding the treatnment of property owned or
rented by independent contractors for purposes of determ ning the property
factor. However, since independent contractor relationships are not taken
into account under either the sales or payroll factors, it logically follows
that such relationships are not intended to be taken into account under the
property factor.

CONCLUSI ONS

Based on the foregoing analysis, we request that the Departnment rule
as follows:

1. Portfolio interest income which is exenpt from federal income tax
under 8881(c) of the Code is also exenpt fromlllinois incone tax
and is not an addition nodification to federal taxable incone
under 8203(b)(2)(A) of the IITA

2. If the Foreign Corporation conplies wth the registration
requi rements of Proposed 86 Illinois Admnistrative Code
8§100. 9710(d) (11), the Foreign Corporation would be classified as
a “financial organization” within the neaning of 8§1501(a)(8) of

the IITA

3. The execution of the Agreenent between the Foreign Corporation
and the Independent Contractor for the performance by the
I ndependent Contractor of the services described above will not

cause incone of the Foreign Corporation to be apportioned to
Illinois under the one-factor apportionnent formula applicable to
financi al organi zations; and

4. The execution of the Agreenent between the Foreign Corporation
and the Independent Contractor for the performance by the
I ndependent Contractor of the services described above will not

cause incone of the Foreign Corporation to be apportioned to
Il1linois under the three-factor apportionment fornula applicable
to corporations.

DI SCUSSI ON

| ssue 1: You correctly note that Illinois follows the federal guidelines for
the classification of business entities. Accordingly, a corporation for federa
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incone tax purposes wuld be a corporation for Illinois inconme tax purposes.
Furthermore, the Illinois Income Tax Act (“II1TA") conputes the Illinois income

tax for such entities by taking their taxable incone for federal purposes and
then subjecting this figure to several addition and subtraction nodifications
found at 8203(b) of the IITA Section 203(b)(2)(A) adds back to the incone
figure all amounts paid to the taxpayer as interest and all distributions
received from regul ated investnent conpanies to the extent excluded from incone
fromthe foreign corporation’s federal taxable incone.

Portfolio interest earned by a foreign person is not excluded from gross
i ncone under 8881(c) of the Internal Revenue Code (“IRC'). Instead, that section
provi des such inconme is not subject to the special tax inposed under 8881(a) of
the IRC Accordingly, you are correct to therefore exclude portfolio interest
i ncone, as determ ned under 8881(c) of the IRC, from the base incone cal cul ation
for Illinois inconme tax purposes.

| ssue 2: The Departnment is unable to determne whether the taxpayer is a
financial organization wunder 81501(a)(8) of the I1ITA as not enough facts
concerning the business operations of the conpany were included within the
letter. As you point out, however, the key factor is whether the taxpayer is an
“investnent company” and hence a financial organization. The G rcuit Court of
Cook County recently interpreted the neaning of “investnent conpany” in Shaklee
Corp. v Departnent of Revenue, 93 L 50530 (Cr. Court Cook Co., 1996). The court
st at ed:

In the court’s view, the term “investnent conpany” nust be defined, as
suggested by the Department, so as to result in a construction which is
harmoni ous with these other entities. To that end, the court interprets the
| egi slature’s grouping of investnent conpanies with these entities which are
engaged in banking and lending businesses to reflect its intention to
exclude from unitary business groups only investnent conpanies actively
i nvolved in such businesses. In other words, to qualify as an investnent
company, an entity nust do nore than hold a given percentage of its assets
in securities. Rat her, it nust be engaged in the investnent business wth
its underlying purpose being a return on its investnents. In fact, the
definition of “investment conpany” which appears in the 6'" Edition of
Black’s draws this precise distinction between an investnment conpany and a
hol di ng conmpany: “An in vestnment conpany differs froma hol ding conpany in
that the latter seeks control of the ventures in which it invests while an
i nvestnent conpany seeks the investnent for its own sake and normally
diversifies its investnents.” Black’s Law Dictionary, 826 (6'" Ed. 1990).

Furthernmore, the |legislative grouping of these entities was not done
haphazardly, but rather was done wth a recognition that fundamenta

di fferences exist between manufacturing businesses and those involved in
public banking and investing. As explained in the decision of the
Adm ni strative Law Judge, the drafters of the Uniform Division of Incone for
Tax Purposes Act (UDITPA) intended to exclude certain business activity from
the operation of the general three factor rules, including financial

organi zations which “are different from nmanufacturing and nercantile
busi ness activities” and which “are governed by special state and federa

regulations for entities engaged in lending or investing for the public.” R

1239.)

Shakl ee, 93 L 50530.
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The critical factors under this decision are therefore the structure of the
company and its subjection to federal and state regulation. The proposed
regulation you nention on page five of your letter was never pronulgated and
therefore may not be cited as authority. Wthout the additional information the
Departnent can only give you a general explanation of the |aw

| ssue 3: The question as to whether the taxpayer, if it were deenmed a financi al
organi zation under the IITA, would have to apportion incone to Illinois is not
one that can be answered in the context of a General Information Letter. As you
mention in your letter, 8304(c) does contain |anguage which could require

allocation of incone to Illinois. However, w thout access to nore information
about the ternms of the independent contractor relationship and the activities of
the taxpayer | cannot tell if there are sufficient contacts to require such an
al | ocati on. The nmere fact that the relationship exists through an independent

contractor does not negate the possibility that an inconme allocation would have
to be nade.

One further point to consider is that there may be nexus between the taxpayer and
Illinois yet no income would be allocable to the state. That is, the taxpayer
may have nexus with I1llinois, and thus have to file an Illinois incone tax
return, but not have any incone apportionable to the state. Wether such nexus
exi sts cannot be determ ned except in the context of an audit wherein the auditor
woul d have full access to all of the facts and circunstances

| ssue 4: Incone allocation using the three-factor analysis explained in 8304(a)
requires a cost of performance test involving analysis of the taxpayers contacts
with 11linois. You correctly point out in your letter that 86 1Illinois
Adm nistrative Code 8100.3370(c)(3)(A) states that independent contractor
rel ationships does not qualify as “income producing activity.” Simlarly,
100. 3360(a) (3) and (a)(4) specifically state that the definitions of
“conpensation” and “enployee” as found in 8100.3100 control for purposes of the

payroll test in 8304(a) of the ITTA Using these definitions an independent
contractor relationship, by itself, would not require allocation of inconme to
I11inois. Neither would there likely be a property factor since the taxpayer

must own or rent property to qualify under the statute and pertinent regul ations.
You appear to have access to all of the information | have nmentioned so | wll
not send you copies of the listed regul ations; however, they are available if you
so w sh.

Accordingly, from the information presented as to the type of contacts the
taxpayer would be having with Illinois (i.e. strictly an independent contractor
relationship) it appears that there may be no incone allocable to the state.
Once again, | should nmention that it mght still be possible that there would be
nexus with Illinois but no incone apportionable to the state.

I hope this has been helpful, If you need any further assistance please feel free
to wite to ne at the above address.

Very Truly Yours,
Char| es Mat oesi an

Associ at e Counsel
| ncone Tax



